Déjà Vu All Over Again?  Reflections on Auerbach\u27s \u27Modern Corporate Tax\u27 by Avi-Yonah, Reuven S.
University of Michigan Law School 
University of Michigan Law School Scholarship Repository 
Law & Economics Working Papers 
12-17-2010 
Déjà Vu All Over Again? Reflections on Auerbach's 'Modern 
Corporate Tax' 
Reuven S. Avi-Yonah 
University of Michigan Law School, aviyonah@umich.edu 
Follow this and additional works at: https://repository.law.umich.edu/law_econ_current 
 Part of the Business Organizations Law Commons, and the Tax Law Commons 
Working Paper Citation 
Avi-Yonah, Reuven S., "Déjà Vu All Over Again? Reflections on Auerbach's 'Modern Corporate Tax'" (2010). 
Law & Economics Working Papers. 29. 
https://repository.law.umich.edu/law_econ_current/art29 
This Article is brought to you for free and open access by University of Michigan Law School Scholarship 
Repository. It has been accepted for inclusion in Law & Economics Working Papers by an authorized administrator 
of University of Michigan Law School Scholarship Repository. For more information, please contact 
mlaw.repository@umich.edu. 
Electronic copy available at: http://ssrn.com/abstract=1734789
! "
`!SMKE!SNJSJQBR!O]!TLB!:CQL!%RDGQJN]!?KEBM!JE!&BRBNKM!'KU!$BVJNX!GE!(++ab!8JNSJNKTGJEQ!GEPMCRB!KMM!RJXBQTGP!NBPBGSTQ!KER!RBRCPT!KMM!RJXBQTGP!BUSBERGTCNBQF!'LB!XKZJN!PLKE\B!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!"!5NYGE!5F!8JLE!?NJVBQQJN!JV!1KY!KER!#GNBPTJNW!5ETBNEKTGJEKM!'KU!11>!?NJ\NKXW!TLB!0EGDBNQGT]!JV!>GPLG\KEF!(!%MKE!-F!%CBNOKPLW!%!>JRBNE!8JNSJNKTB!'KUW!;KXGMTJE!?NJZBPT)8%?!_#BPBXOBN!(+"+`F!
1
Avi-Yonah:
Published by University of Michigan Law School Scholarship Repository, 2010
Electronic copy available at: http://ssrn.com/abstract=1734789
! (
VNJX!TLB!PCNNBET!PJNSJNKTB!TKU!GQ!TJ!KMMJY!PJNSJNKTGJEQ!TJ!PCNNBETM]!RBRCPT!KMM!PKSGTKM!BUSBERGTCNBQ!_MG[B!TLB]!YGMM!TBXSJNKNGM]!OB!KMMJYBR!TJ!GE!(+""!CERBN!TLB!TKU!RBKM!TLKT!YKQ!NBPBETM]!QTNCP[!OBTYBBE!TLB!?NBQGRBET!KER!TLB!$BSCOMGPKEQ`F!!'LGQ!VBKTCNB!JV!%CBNOKPL<Q!SNJSJQKM!GQ!EJT!EBYF!%Q!%CBNOKPL!KP[EJYMBR\BQW!GT!LKQ!OBBE!K!NBPCNNBET!VBKTCNB!JV!PJNSJNKTB!TKU!NBVJNX!SNJSJQKMQ!QGEPB!TLB!0c!>BKRB!8JXXGTTBB!GE!TLB!"^*+QF!'LB!;KMMH$KOCQL[K!&MKT!'KUW!TLB!:NKRVJNR!@!'KUW!KER!TLB!45'!YBNB!KMM!PKQL!VMJY!TKUBQFd!!%Q!%CBNOKPL!KMQJ!NBPJ\EGeBQW!TLGQ!VBKTCNB!JV!TLB!SNJSJQKM!PJEDBNTQ!TLB!PJNSJNKTB!TKU!GETJ!K!TKU!JE!PJEQCXSTGJE!OBPKCQB!GT!BUBXSTQ!TLB!EJNXKM!NBTCNE!TJ!EBY!GEDBQTXBET!VNJX!TKU!CERBN!TLB!8KN]!:NJYE!TLBJNBXW!VKXGMGKN!TJ!BDBN]!09!OKQGP!TKU!QTCRBETFf!5E!TLKT!QBEQBW!GT!PJEDBNTQ!TLB!PJNSJNKTB!TKU!GETJ!K!/%'W!BUPBST!TLKT!GT!KMMJYQ!K!RBRCPTGJE!VJN!YK\BQFa!!2E!TLB!VKPB!JV!GTW!TLGQ!VBKTCNB!JV!TLB!%CBNOKPL!SNJSJQKM!QLJCMR!XK[B!GT!K!NBDBECB!MJQBNW!OBPKCQB!GT!\GDBQ!PJNSJNKTGJEQ!K!RBRCPTGJE!TLKT!TLB]!RGR!EJT!LKDB!SNBDGJCQM]F!;JYBDBNW!%CBNOKPL!KN\CBQ!TLKT!TLB!RBRCPTGJE!VJN!PKSGTKM!BUSBERGTCNBQ!YGMM!OB!JVVQBT!O]!KEJTLBN!VBKTCNB!JV!LGQ!SNJSJQKMW!YLGPL!LB!OBMGBDBQ!YJCMR!XK[B!GT!JDBNKMM!NBDBECB!EBCTNKMb!'LB!BVVBPTGDB!RBEGKM!JV!K!RBRCPTGJE!VJN!GETBNBQT!BUSBEQBF!!'LGQ!VBKTCNB!GQ!KMQJ!EJT!EBYF!'LB!>BKRB!8JXXGTTBB!SNJSJQBR!TYJ!DKNGKETQ!JV!K!PJNSJNKTB!PKQL!VMJY!TKUW!YLGPL!GT!PKMMBR!$!KER!$g&F!0ERBN!TLB!$!_=NBKMA`!XJRBMW!KMM!VGEKEPGKM!TNKEQKPTGJEQ!_OJNNJYGE\W!NBSK]XBET!JV!RBOTW!KER!GETBNBQT!GEPJXB!KER!BUSBEQB`!KNB!G\EJNBRF!0ERBN!TLB!$g&!_=NBKM!KER!VGEKEPGKMA`!XJRBMW!GETBNBQT!GEPJXB!GQ!GEPMCRGOMB!KER!GETBNBQT!BUSBEQB!GQ!RBRCPTGOMBW!OCT!QJ!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!d!%CBNOKPLW!"hF!f!E. Cary Brown, “Business Income Taxation and Investment Incentives,” in L.A. 
Metzler et al., eds., Income, Employment, and Public Policy: Essays in Honor of Alvin 
H. Hansen (New York: Norton, 1948).!a!'LB!YK\B!RBRCPTGJE!GQ!GETBERBR!TJ!XKGETKGE!SNJ\NBQQGDGT]W!KQ!PJXSKNBR!TJ!K!/%'F!;JYBDBNW!TLB![B]!GQQCB!VJN!SNJ\NBQQGDGT]!GQ!TLB!TNBKTXBET!JV!RGDGRBERQW!GETBNBQT!KER!PKSGTKM!\KGEQW!YLGPL!YBNB!KMM!BUPMCRBR!VNJX!GEPJXB!GE!;KMMH$KOCQL[K!KER!TLB!@!TKU!KER!QCOZBPT!TJ!K!MJY!VMKT!NKTB!CERBN!45'F!%CBNOKPL!RJBQ!EJT!PJXXGT!TJ!K!SNJSJQKM!JE!TLGQ!GQQCB!OCT!TLB!MJ\GP!JV!EJEHRBRCPTGOGMGT]!JV!RGDGRBERQ!KER!GETBNBQT!KER!TLB!YGQL!TJ!Bi`F!
2
Law & Economics Working Papers, Art. 29 [2010]
https://repository.law.umich.edu/law_econ_current/art29
Electronic copy available at: http://ssrn.com/abstract=1734789
! d
KNB!OJNNJYGE\!KER!NBSK]XBET!JV!RBOTF!'LB!NBQCMT!GE!OJTL!XJRBMQ!GQ!TLB!QKXBW!OBPKCQB!TLB!RBRCPTGJE!VJN!NBSK]XBET!JV!RBOT!GQ!SNBPGQBM]!JVVQBT!O]!TLB!GEPMCQGJE!JV!OJNNJYGE\!GE!GEPJXBW!KER!TLB!TGXB!RGVVBNBEPB!OBTYBBE!TLB!BKNMGBN!GEPMCQGJE!KER!MKTBN!RBRCPTGJE!GQ!TK[BE!GETJ!KPPJCET!O]!RBRCPTGE\!TLB!GETBNBQTF!'LCQW!GE!OJTL!$!KER!$g&!GETBNBQT!GQ!BVVBPTGDBM]!EJERBRCPTGOMBFj!'LGQW!%CBNOKPL!KN\CBQW!YGMM!JVVQBT!TLB!RBRCPTGOGMGT]!JV!PKSGTKM!BUSBERGTCNBQ!KER!XK[B!TLB!SNJSJQKM!NBDBECB!EBCTNKMF!?NBDGJCQ!SNJSJQKMQ!MG[B!TLB!45'!KER!GTQ!SNBRBPBQQJNQ!KPLGBDBR!TLB!QKXB!NBDBECB!EBCTNKMGT]!O]!KRJSTGE\!TLB!$!XJRBMW!BUSMGPGTM]!RGQKMMJYGE\!TLB!GETBNBQT!RBRCPTGJEF!!%CBNOKPL!KN\CBQ!TLKT!RGQKMMJYGE\!TLB!RBRCPTGJE!VJN!GETBNBQT!GQ!KE!GXSNJDBXBET!JDBN!PCNNBET!MKY<Q!OGKQ!GE!VKDJN!JV!RBOT!JDBN!BiCGT]F!9GEPB!RGDGRBERQ!KNB!KMQJ!EJERBRCPTGOMBW!TLGQ!YGMM!PNBKTB!K!XJNB!EBCTNKM!PJNSJNKTB!TKUF!8JNSJNKTGJEQ!TLKT!KNB!\NJYGE\!KER!GEDBQT!GE!EBY!BiCGSXBET!YGMM!OBEBVGT!VNJX!TLB!EBY!RBRCPTGJE!VJN!PKSGTKM!BUSBERGTCNBQW!OCT!KNB!KMQJ!XJNB!MG[BM]!TJ!OJNNJY!XJNBW!YLGPL!YGMM!GEPNBKQB!TLBGN!TKUKOMB!GEPJXB!_GV!TLB]!OJNNJY!JDBNQBKQW!TLB]!MJQB!TLB!RBRCPTGJE!VJN!NBSK]XBET!JV!TLB!MJKE!KER!TLB!GETBNBQT`F!!'LCQW!%CBNOKPL!KN\CBQ!TLKT!JDBNKMM!LGQ!SNJSJQKM!GQ!NBDBECB!EBCTNKMW!KMTLJC\L!TLGQ!GQ!ZCQT!JE!KDBNK\Bb!;GQ!'KOMB!(!QLJYQ!TLKT!GE!XKE]!NBPBET!]BKNQW!OBPKCQB!JV!LG\L!PJNSJNKTB!RBOTW!LGQ!SMKE!YJCMR!KPTCKMM]!LKDB!ONJKRBEBR!TLB!PJNSJNKTB!OKQBF*!;B!RJBQ!EJT!QCSSJNT!NBRCPGE\!TLB!PJNSJNKTB!TKU!NKTBW!KMTLJC\L!XJQT!BPJEJXGQTQ!OBMGBDB!YB!QLJCMR!NBRCPB!GT!QGEPB!GT!GQ!EJY!TLB!QBPJER!LG\LBQT!GE!TLB!238#F!!;JYBDBNW!GT!QBBXQ!TJ!XB!TLKT!TLGQ!SNJSJQKM!YGMM!LGT!TYJ!T]SBQ!JV!OCQGEBQQ!LKNRF!'LB!VGNQT!KNB!QTKNTHCSQ!TLKT!GEDBQT!SNGXKNGM]!GE!GETKE\GOMBQ!_GETBMMBPTCKM!SNJSBNT]`F!'LJQB!T]SBQ!JV!OCQGEBQQBQW!YLGPL!KNB!QJXB!JV!%XBNGPK<Q!XJQT!GEEJDKTGDBW!YJCMR!EJT!OBEBVGT!VNJX!TLB!EBY!RBRCPTGJE!VJN!PKSGTKM!BUSBERGTCNBQ!QGEPB!TLB]!KMNBKR]!RBRCPT!$k#!BUSBERGTCNBQ!KER!YK\BQW!KER!QJXB!LCXKE!PKSGTKM!GEDBQTXBET!_BF\FW!VJCERBNQ<!QTJP[W!YLGPL!GQ!EJT!TNBKTBR!KQ!YK\BQ`!YJCMR!QTGMM!OB!PKSGTKMGeBRF!2E!TLB!JTLBN!LKERW!TLBQB!OCQGEBQQBQ!_BDBE!YLBE!TLB]!KNB!SCOMGPM]!TNKRBR!KER!TLCQ!QCOZBPT!TJ!TLB!PJNSJNKTB!TKU`!VNBiCBETM]!LKDB!TJ!OJNNJYW!KER!TLB!EBY!TKU!JE!OJNNJYGE\!YGMM!KVVBPT!TLBXF!%!EBY!4JJ\MB!JN!&KPBOJJ[!XK]!TLCQ!VGER!GT!BUSBRGBET!TJ!GEPJNSJNKTB!JDBNQBKQF!!'LB!QBPJER!T]SB!JV!OCQGEBQQBQ!SBEKMGeBR!O]!TLB!SNJSJQKM!GQ!VGEKEPGKM!PJXSKEGBQW!OBPKCQB!TLB]!NBM]!JE!TLB!RBRCPTGOGMGT]!JV!GETBNBQT!BUSBEQBF!5V!]JC!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!j!%CBNOKPLW!d!_=This paper takes an alternative approach that effectively achieves the 
same outcome but retains deductibility of interest expense: by including non-equity 
financial transactions in the calculation of taxable income, the new tax treatment of 
debt—taxable when borrowed but deductible when repaid—would mirror the symmetric 
tax treatment of equity—non-taxable when issued and not deductible when dividends are 
paid.”) !*!%CBNOKPLW!hF!
3
Avi-Yonah:
Published by University of Michigan Law School Scholarship Repository, 2010
! f
s]hifting from depreciation deductions to immediate 
expensing typically will reduce the tax base; this will be true whenever 
investment exceeds depreciation, which is typical for a growing economy and true 
in each of [the last] five years. On the other hand, net financial investment for this 
sector is typically negative, because the nonfinancial sector is a net debtor to the 
rest of the economy, and growing companies typically increase their liabilities 
over time. Thus, these changes in the tax base typically offset each other”.8 This 
may be true for the past years studied by Auerbach, but will it still be true if 
behavioral responses to his proposal are taken into account? 
 
In general, it seems to me that excluding the normal return to investment from 
income is bound over time to reduce the corporate tax base, because it converts 
the corporate tax from an income to a consumption tax. In that way, the Auerbach 
proposal is no different from its predecessors the Flat Tax, the X Tax, and the 
GIT. They all make the US into the world’s biggest tax haven by enacting a zero 
rate for normal returns on corporate investment. Whether this is an improvement 
depends on the international aspects of the proposal, and we turn to those next.!!!(F ?CNB!'BNNGTJNGKMGT]b!:KP[!TJ!TLB!"^*+Q7!!%CBNOKPL<Q!SNJSJQKM!GQ!SCNBM]!TBNNGTJNGKMb!;B!QGXSM]!G\EJNBQ!KMM!=VJNBG\E!QJCNPBA!KPTGDGTGBQ!KER!KMM!PNJQQHOJNRBN!TNKEQKPTGJEQF!5E!TLGQ!YK]!TLB!SNJSJQKM!GQ!RGVVBNBET!VNJX!/%'Q!KNJCER!TLB!YJNR!KQ!YBMM!KQ!TLB!45'!KER!GTQ!SNBRBPBQQJNQW!YLGPL!YBNB!\BEBNKMM]!RBQTGEKTGJEHOKQBR!OJNRBN!KRZCQTKOMB!TKUBQW!GFBFW!TLB]!BUPMCRBR!BUSJNTQ!OCT!YBNB!KSSMGBR!TJ!GXSJNTQF!!%CBNOKPLW!JE!TLB!JTLBN!LKERW!KRDJPKTBQ!K!SCNB!DBNQGJE!JV!TBNNGTJNGKMGT]W!MG[B!TLB!&NBEPL!Q]QTBX!OBVJNB!TLB!KRJSTGJE!JV!8&8!NCMBQb!%MM!EJEH09!QJCNPB!GEPJXB!KER!BUSBEQBQ!KNB!G\EJNBRW!GEPMCRGE\!BKQGM]!QLGVTKOMB!SKQQGDB!GEPJXBF!'LGQ!MBKRQ!TJ!K!LC\B!QGXSMGVGPKTGJE!OBPKCQB!OJTL!9COSKNT!&!KER!TLB!&JNBG\E!'KU!8NBRGT!PKE!OB!NBSBKMBRF!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!h!%CBNOKPLW!^F!
4
Law & Economics Working Papers, Art. 29 [2010]
https://repository.law.umich.edu/law_econ_current/art29
! a
5E!SNGEPGSMB!TLGQ!SNJSJQKM!GQ!KSSBKMGE\!OBPKCQB!PJNSJNKTB!TKUBQ!QLJCMR!OB!SNGXKNGM]!QJCNPB!OKQBRF^!:CT!TLB!SNJOMBXW!JV!PJCNQBW!GQ!TLKT!TLB!QJCNPB!JV!GEPJXB!GQ!EJT!BKQGM]!RBVGEBRW!KER!QJ!TLB!JODGJCQ!iCBQTGJE!GQW!YJCMR!TLGQ!SNJSJQKM!EJT!MBKR!TJ!K!XKQQGDB!QLGVTGE\!JV!GEPJXB!JCT!JV!TLB!097!!%CBNOKPL!KEQYBNQ!TLGQ!iCBQTGJE!GE!TLB!EB\KTGDBF!;B!KN\CBQ!TLKT!OBPKCQB!TLB!BVVBPTGDB!09!TKU!NKTB!JE!EJNXKM!NBTCNEQ!YJCMR!OB!eBNJW!TLB!SNJSJQKM!YJCMR!GEQTBKR!MBKR!TJ!K!QLGVTGE\!JV!PJNSJNKTB!GEPJXB!GETJ!TLB!09b!!
“Thus, like the territorial approach, [the proposal] allows U.S. companies to 
compete abroad on an equal footing with companies from other countries. But the 
tax does not encourage U.S. companies to move their operations abroad. With 
investments facing a zero rate of corporate tax in the United States, they will be 
taxed less heavily than in countries that impose positive tax rates, even low ones, 
on corporate income. Thus, as in the case of profit-shifting activities, the pressure 
of international tax competition will no longer be a relevant consideration in 
setting the U.S. corporate tax rate.”10 
 
But will this in fact be the case? I believe the answer is no, for three reasons. First, 
as argued above, to the extent the proposal depends on increasing corporate tax 
rates by disallowing the interest deduction, there would still be an incentive for 
US corporations (especially financial ones) to move their operations to tax havens 
where there is no income tax at all.  
 
Second, like any cash flow tax, the Auerbach proposal still taxes rents. As is well 
known, allowing a current deduction for capital expenditures only exempts the 
normal or marginal return from tax. Rents or infra-marginal returns are still 
subject to corporate tax at 35%. Auerbach acknowledges this, but seems to 
assume that such rents are country-specific and therefore not shiftable out of the 
US: 
 
“Because corporations generate additional earnings, called rents, through 
production, there would still be a corporate tax base. But the taxation of rents and 
break-even returns to capital have different effects on behavior and, as a 
consequence, on the incidence of the corporate tax burden. While taxing the 
normal returns required to meet the cost of capital discourages investment and, 
especially in an open economy, may cause a shift in some of the corporate tax 
burden from capital to labor because of the resulting decline in worker 
productivity, taxing rents is less likely to do so, particularly if these rents are not 
easily shifted from the United States.”11 
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The problem, however, is that the literature on multinationals shows that while 
they do typically earn rents, these rents typically are the result of ownership of 
intellectual property or other types of internal ownership advantages that are not 
specific to any given location.12 In fact, it is precisely the profit from such rents 
that is the subject of shifting in transfer pricing practice. Since the US would still 
tax these rents at 35%, one would expect them to be shifted. But shifting in a 
purely territorial system with no Subpart F and presumably weak transfer pricing 
enforcement is much easier than it is under current law. 
 
Finally, Auerbach ignores the likely reaction of other countries to the US adopting 
his proposal. But if the US becomes the world’s biggest tax haven, other countries 
are likely to respond by putting it on their “black list” and applying CFC rules and 
transfer pricing to tax the income that would be shifted into the US. This might 
negate the anticipated beneficial effect on inbound FDI. 
 
In addition, adopting the Auerbach proposal would create a significant risk of 
double taxation. The reason is that other countries may consider the US corporate 
tax not to be an income tax and therefore not eligible for credit or exemption 
under domestic law or tax treaties. They would argue that by allowing 
deductibility of capital expenditures, the tax effectively becomes a consumption 
tax. That was in fact the reason the US ruled that such a cash flow tax was not 
creditable when it was proposed for adoption elsewhere. This would not be an 
issue if the US corporate tax rate were zero, although it would mean that the US 
might lose the purported advantage of the zero rate because the same income 
would be taxed by another country. But to the extent the US still taxes rents, the 
same rents could be subject to double taxation, which would create further 
incentive to shift them out of the US. 
 
None of these observations are new: They were all made about the Hall-
Rabushka, X Tax, and GIT cash flow tax proposals.13 At the time, the US did not 
adopt these proposals, in part because of these objections. Why should we now 
continue down the same route, especially if there are better alternatives? ! !dF 8JEPMCQGJEb!:BTTBN!%MTBNEKTGDBQ!VJN!8JNSJNKTB!'KU!$BVJNXF!!'LBNB!KNB!TLNBB!JOZBPTGDBQ!TLKT!RNGDB!TLB!%CBNOKPL!SNJSJQKMF!!'LB!VGNQT!GQ!QGXSMGVGPKTGJEW!KER!GT!GQ!TNCB!TLKT!K!PKQL!VMJY!PJNSJNKTB!TKU!YJCMR!SNJOKOM]!OB!QGXSMBN!TLKE!TLB!PCNNBET!DBNQGJE!OBPKCQB!GT!RJBQ!EJT!EBBR!TJ!KPPJCET!VJN!OKQGQF!:CT!QJ!YJCMR!K!/%'W!KER!TLBNBVJNB!TLB!iCBQTGJE!GQW!YL]!EJT!ZCQT!KOJMGQL!TLB!PJNSJNKTB!TKU!KER!KRJST!K!/%'!GEQTBKR7!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!"(!9BBW!BF\FW!?GTBMGQ!KER!9C\RBEW!'LB!6KTCNB!JV!TLB!>CMTGEKTGJEKM!&GNXF!"d!9BBW!BF\FW!%DGHIJEKLW!&NJX!5EPJXB!TJ!8JEQCXSTGJE!'KUb!9JXB!5ETBNEKTGJEKM!5XSMGPKTGJEQ!_"^^j`F!
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